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verse Subpart F income consequences) 
nor engaged in a U.S. trade or business 
(which may trigger effectively con- 
nected income). If both the purchaser 
and the target are foreign, however, 
and neither corporation has any con- 
nection to the U.S. tax system, the po- 
tential U.S. tax benefits that may be re- 
alized from the resulting basis step-up 
may never become relevant. 


Negative implications. As noted 
above, applying U.S. tax principles to 
non-U.S. assets prior to entering the 
U.S. tax system may not always result 
in favorable U.S. tax consequences. Re- 
cent guidance confirming this notion 
is contained in the Preamble to the re- 
cent Proposed Regulations under Sec- 
tion 362(e)(2) (REG-110405-05, 
10/20/06). 

In general, Section 362(e)(2) pre- 
vents a taxpayer from duplicating a 
loss when vuilt-in loss assets are trans- 
ferred as part of a Section 351 transac- 
tion. If Section 362(e)(2) is applicable, 
the taxpayer is required to step down 
the basis of certain assets, obviously 
not a taxpayer-friendly result. (See 
generally Rubinger and Greenwald, 
“Section 362(e)(2) Proposed Regula- 
tions Provide Clarity and Planning 
Opportunities,” 106 JTAX 111 (Febru- 
ary 2007).) The Preamble states that 
“[u]nder general principles of law, the 
Code applies to all transactions without 


regard to whether such application has 
any current U.S. tax consequences. In 
the case of transfers that are wholly 
outside the U.S. tax system, section 
362(e)(2) applies but does not have 
relevance unless and until the assets 
transferred or the stock received in the 
exchange enter the U.S. tax system.” 
(Emphasis added.) 

Another example of how the appli- 
cation of U.S. tax principles to non- 
U.S.-situs assets can have adverse U.S. 
tax consequences is illustrated by 
GCM 39291, 9/24/84. In the GCM, the 
IRS questioned whether a foreign cor- 
poration that placed two drilling rigs 
in service outside of the U.S. prior to 
using the drilling rigs in a U.S. trade or 
business was subject to accelerated de- 
preciation determined under U.S. tax 
principles. Citing Reg. 1.1016-4(a)(2), 
the IRS specifically concluded that the 
taxpayer's “basis in its two drilling rigs 
must be adjusted to reflect deprecia- 
tion actually sustained in [the foreign 
country] when it was not subject to 
U.S. income tax,” so long as the amount 
of the depreciation adjustment was 
considered “reasonable.” 

Similar results were reached in Ltr. 
Rul. 8438058 as well as in TAM 
8749008, although with slightly differ- 
ent analysis. See also Gutwirth, 40 TC 
666 (1963), acqg., in which the Tax 
Court held that the amount of the ad- 
justed basis of damaged property, on 


which the war loss deduction under 
section 127 of the 1939 Code was com- 
puted, had to be decreased by allow- 
able depreciation attributable to the 
period during which the taxpayer was 
a nonresident alien of the U.S. “The 
contrary view [of not reducing basis 
for depreciation] would discriminate 
in favor of nonresident aliens owning 
property abroad as against resident 
taxpayers in identical situations. In the 
absence of a clear statutory command 
to that effect, we cannot assume that 
Congress intended any such discrimi- 
nation.” (For an excellent discussion of 
the applicability of U.S. depreciation 
principles to non-U.S. taxpayers, see 
Voce, “Basis of Foreign Property That 
Becomes Subject to U.S. Taxation,” 49 
Tax Lawyer No. 2 (Winter 1996), page 
341.) 

In summary, AM 2007-006 illus- 
trates that the ability to apply U.S. tax 
principles to non-U.S. assets before 
those assets enter the U.S. tax system 
can result in significant tax benefits in 
the appropriate situation. As indicated 
above, however, given that the applica- 
tion of these principles also can work 
against taxpayers in a variety of situa- 
tions, it is prudent to consider both 
sides of the equation. 

Shop Talk thanks Mr. Rubinger for 
his observations and invites our read- 
ers to share their experiences with “rel- 
evance” for U.S. tax purposes. 
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